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1

Introduction

To my knowledge no model projecting movements in
exchange rates is superior to tossing a coin.
Alan Greenspan!

1.1 Context and motivation

This quote from Alan Greenspan highlights just how difficult it is for
companies operating with different currencies to project the varia-
tions in the exchange rate. Dealing with different currencies began
to be an issue for companies and governments principally after the
end of the Bretton Woods system in 1973 and has been the rea-
son behind many important political and economic agreements —
one prime example being the European Union’s (EU) Economic and
Monetary Union (EMU) and the launch of the euro. The increase in
international trade and investments following the end of the Sec-
ond World War encouraged companies find new ways to deal with
this issue, especially after 1973. Financial tools were developed to
hedge currencies and strategies and organizational forms were pro-
posed to protect the firm'’s value against unanticipated variations in
the exchange rate.

Nevertheless, fluctuations in the exchange rate continued to be a
major issue for companies and a new challenge appeared when what
are now known as the emerging countries increased their share of
international trade and became recipients of large amounts of foreign
investment. The rise of the Latin American economies (principally
Argentina, Brazil, Chile and Mexico), some Asian Pacific countries,
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and East European states following the dissolution of the Soviet Union
in the 1990s, along with the economic emergence of China, India,
and Russia in the first few years of the twenty-first century, are good
examples of the increasing importance of these markets in the global
economy. In this context, the economic integration among these
emerging regions and industrialized countries has continued growing
through more trade and investments as well as through the signing
of Free Trade Agreements (FTAs) and the accession of many of these
countries to the World Trade Organization (WTO).

As a consequence of this upward trend in investments and trade, for
example, Western European companies became the largest investors
in some of these regions, principally Latin America and Eastern
Europe, and have also established significant positions in other emerg-
ing countries, such as India and Russia. But these positions did not
prevent European firms from suffering as a result of the volatility in
the price of these countries’ currencies, especially during the eco-
nomic and financial crises that occurred in Mexico (1994), Russia
(1997), the Asia Pacific region (1997), Brazil (1999), Turkey (1999)
and Argentina (2001) and their contagious effect on neighbouring
countries.

The main sources of motivation for this work were the challenges
faced by companies during currency crises in emerging markets.
Many academic works have studied the foreign exchange (FX) expo-
sure of companies from Triad countries operating in Triad countries;
however, only a few were found researching this phenomenon for
subsidiaries in emerging countries. On the other hand, during the
years when the majority of this work was being carried out, important
events occurred in relation to currencies in the global economy. For
example, the consolidation of the euro, along with the loss of around
30 per cent of the value of the US dollar (against the European cur-
rency), provided specialized publications and companies with room
for discussion about the different alternatives to deal with this new
environment. The novelty in these discussions came from the inclu-
sion of a debate on the value of an emerging country’s currency, the
Chinese renminbi.? The latter also shows the increasing importance
of emerging markets in the international economy and therefore
provided an extra source of motivation for this work.

Within the framework of these motivations, the question driv-
ing the efforts during this research was: what can companies do to
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protect the value of their investments in emerging markets against
fluctuations in the exchange rate in a context of increasing economic
integration? As mentioned earlier, the review of the literature showed
that most of the research carried out in this field was focused on indus-
trialized countries. In addition, most of them took a macro perspective
(that is, one that studies industries or economic sectors). Only in
recent years have the majority of the studies at the company level
been published, but there has still been an overwhelming focus on
the situation in developed or OECD countries.

Most of these works have concluded that because of the long-term
nature of economic exposure (which is the name given to the most
important, exposure resulting from the variations in the exchange
rate), along with the problems encountered in trying to assess its
effects accurately, their potential effects are difficult to hedge using the
traditional techniques available in financial markets. Another con-
clusion presented by the literature is that companies should use their
knowledge, assets, and skills in marketing, operations management,
and finance in order to deal with this risk, and also that it must be
included in the strategic planning of these areas.

It is for these reasons that the starting point of this work, and there-
fore its main proposition, is that a holistic approach (involving the
functional areas mentioned before) to hedging against variations in
the exchange rate is expected to contribute to a reduction of the
impacts that these variations have in the performance of compa-
nies with foreign investments in emerging markets. The result of
more than three years of work, and coinciding with the end of this
project, this holistic approach has been recognised as one of the areas
of future joint research between International Business and Finance,
highlighting the importance of the effects of foreign exchange risk
management on ‘the MNE’s [multinational enterprises] logistics, sup-
ply chain management, financial accounting, AIS, HR/OB, business
law, and marketing functions’ (Butler, 2006). Therefore, the first
objective of this work is to study the movements in the exchange
rate’s impact on companies operating in emerging markets from a
wider approach than has been taken by previous studies.

In addition, in order to answer the main question behind this
research (presented in a previous paragraph), this work has also aimed
to develop a tool to enable companies to improve the effectiveness
of their hedging activities in emerging markets. This tool has been
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based on previous works on industrialized countries and has bene-
fited from some adaptations to the emerging countries’ environment
based upon the data collected from companies operating in these mar-
kets. In this context, the second objective of this work is to attempt
to develop a tool that helps companies to improve the effectiveness
of their hedging activities in emerging markets.

Taken as a whole, the fact that foreign investments in emerging
markets have continued growing with the emergence of the so-called
‘BRIC’ countries (that is, Brazil, Russia, India, and China), along with
the recent recognition of the holistic approach taken, give current
relevance to the topic under study. Furthermore, the development of
a tool tailored to the companies’ hedging needs is expected to have
an impact on the management and performance of multinational
corporations (MNCs) operating in emerging markets.

1.2 Structure

This introductory chapter is followed by a chapter on the global econ-
omy and emerging markets which aims to frame the context and also
to provide some background for the analysis that forms the core of
the book. This second chapter includes sections on the relative posi-
tion of emerging markets in the global economy, and on the foreign
investment trends in these markets, along with the main research
perspectives used to analyse emerging markets.

Chapter 3 presents a review of the current literature. It begins
with the main conceptual frameworks on the internationalization
of companies, and then continues with the literature on foreign
exchange exposure and its effects on firms’ value from four different
perspectives: finance, marketing, operations management, and strate-
gic planning. The main approaches to assess the impact of exchange
rate fluctuations are also included.

Chapter 4 introduces both the conceptual framework and the objec-
tives of this work. It presents different perspectives — from finance,
from marketing, from operations management, and from strategic
planning. The main framework is constructed through the use of these
four perspectives. The chapter concludes by giving an outline of the
objectives and research propositions.

Chapter 5 shows how the analysis was carried out using the frame-
work described in Appendix 1 at the end of the volume. It presents



